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Chapter 1 INTRODUCTION TC "Chapter 1 INTRODUCTION" \f C \l "1" 
Basel I and Basel II are the creations of the Basel Committee on Banking Supervision (1974) and Bank for International Settlement (BIS, 2010), established by the central banks of the G10. The initial task of the Basel Committee (2010), however, was not to harmonize international banking supervision, but rather to promote education, information sharing and research in this field.

The need for convergence of supervisory standards, namely those of capital measures and capital standards emerged as a result of the debt crisis that erupted in 1982. Undoubtedly, the main achievements of the first Basel Capital Accord were that it represented a significant step towards international harmonization of banking regulation, and for the first time, it put the focus on the relationship between the capital that banks hold and the weighted risks that banks take. 

After its implementation, it was not long before Basel I came in for increasing criticism:

1. Not every risks was covered;

2. The risk weightings didn’t reflect the actual underlying risks

After the Basel I was implemented Basel II evolved and was implemented. But the Mexican crisis (1994-95) and the Asian crisis (1997-98) had further heightened the awareness among the G10 countries of the need for greater international cooperation in financial market oversight. As a consequence, the Financial Stability Forum was founded in 1999 and the first working groups were entrusted with drawing up appropriate measures for financial regulation. Out of this process came the Basel II framework with its three pillars and finally published in June 2004.

Basel II was scheduled for implementation by end of 2006. However, owing to its complexity – especially with regard to the different approaches to assessing the minimum capital requirements – the timetable allowed fairly long transition periods for the change of supervisory regime. As a result, Basel II had not yet been fully implemented by most credit institutions when the supreme crisis emerged in the summer of 2007. In particular, many banks – including the EU ones – applied the new Basel II capital rules for the first time in 2008.

The most prominent shortcomings revealed by the financial crisis fall within the scope of credit risk transfer and the expansion of the “originate to distribute” business model that accompanied it. These deficiencies concern insufficient capital backing for securitizations as well as inadequate risk management within financial institutions and a lack of transparency in the whole transfer process. Consequently, the necessary modifications affect all three pillars of Basel II. The Basel Committee on Banking Supervision has responded promptly in the light of these insights, and many reforms are already under way. More specifically, the capital requirements for securitizations have already been raised and stricter disclosure requirements have been published. Both measures will have to be implemented by 2010. Moreover, the Basel Committee has strengthened the guidelines for the supervisory review process under pillar two of the Basel framework and thus addressed key lessons of the crisis with regard to governance, the management of risk concentrations, stress testing, valuation practices and exposures to off-balance sheet activities. Because the effects are yet unknown to most of the banks and regulators the aim of this paper is do reveal some of the implications of the gab between the old requirements and the new requirements within the banking capital base. Finally some of the risks for the banking resilience will be mentioned and some suggestions will be made how to control these risks improving the resilience of the banking sector. 

Chapter 2 METHODOLOGY TC "Chapter 2 METHODOLOGY" \f C \l "1"  

§ 2.1 Problem definition TC "§ 2.1 Problem definition" \f C \l "2" 
- In the light of the financial crisis, revealing deficiencies in the banking regulation and the supervisory progress, the new requirements of Basel II makes a lot of the worldwide banks and the regulators uneasy. But will these new requirements reveal all the risks and ultimately strengthen the banking sector as the Basel Committee predicts? Is the framework of Basel strong and flexible enough to make the banking activities visible?
§ 2.2 Research question TC "§ 2.2 Research question" \f C \l "2"  
Based on the problem definition, the following research questions will be the subject of this literature study:
Within the scope of the banking capital requirements what kind of risks and side-effects can occur by the new requirements of Basel II? Is the resilience of the banking sector in control under the new requirements?
Questions of Research
1. What were/are the scope of Basel I, II and the new Basel II in light of the banking resilience?
2. Is there a gab between the old requirements and the new requirements?
3. What kind of risks, short comings and implications are there in the new capital requirements?
4. How can these risks and side-effects be controlled within the banking sector (held against the controlling framework of the banking sector)? 
5. How can the resilience of the banking sector be improved within the new changes (suggestions)?
Explanation of Questions
The questions relates to the purpose of this paper: to give an insight to the capital requirements in context to some essential controlling systems. Not only there are some major differences between the concepts of the new requirements and the old Basel II there are also some risks and shortcomings which will be revealed. In this the lessons of the last financial crisis will be taken into consideration. The resilience of the banking sector will be analyzed by a literature study of the past years introducing capital adequacy requirements and some of the effects will be translated into some of these risks. Next the controlling framework within the banking sector will be held against these risks.
§ 2.3 Research Method
 TC "§ 2.3 Research Method" \f C \l "2" 
The main goal for this research is to give some ideas of the issues which will be brought by the new capital requirements of Basel II. Basel II is too big for a thorough analysis of all the major changes. In this paper the focus will be laid on the capital requirements only and the shortcomings and risks that can play after implementing these new requirements. Within the governance of the banking sector there are two topics which play a major role: creating a financial stability so that there is a strong base for the resilience and strengthen its ability to absorb losses. The most important role for creating a strong financial stability is to prevent spillovers to the real economy.

In an economy there are two flows possible: one is the flow of money. The other side of this is the real economy, where goods and services are transferred for money.  In an open economy (country A is trading with country B) the money and goods/services are transferred between both countries. In this paper the interactions between the countries and within a country should be kept in mind as the importance of building a resilient internal banking sector also should go together with building the internal banking sector worldwide. In the below figure the table shows how money is transferred through the exchange market between country A and country B. The other side is off course the real economy.
Country A







Country B





Source: Stephan Mueller, 2007
The most important key in building the resilient of the banking sector plays the controlling framework which can identify the risks and gives some suggestions how to improve the regulation framework in concept of the new requirements. 

The method that will be chosen is an explorative research that will give more insights to all aspects of the problem questions mentioned above. Because these new requirements of Basel II are recently developed and not everywhere implemented only a literature review will generate ideas and concepts regarding the consequences of a worldwide implementation of the new Basel II in the banking sector.

Chapter 3 HISTORY AND THE NEW REQUIREMENTS TC "Chapter 3 HISTORY AND THE NEW REQUIREMENTS" \f C \l "1" 
§ 3.1 History of the Basel Foundation TC "§ 3.1 History of the Basel Foundation" \f C \l "2"  
In the light of the macroeconomic growth and prosperity seen in the global world the main issue was the financial stability (BIS, 2010). After the fall of the Bretton Woods system late 1970 (BIS, 2010) and the oil shocks from 1973 and 1974 the G10 central banks governors establish the Basel Committee on Banking Supervision in 1974. Its main goal was not a harmonisation of the international banking supervision standards but was in the first place focused more on the education, information sharing and research in this field (BIS, 2010). But as a result of the debt crisis in 1982 where IMF has to step into helping some countries which were severely affected by this crisis the main goal of the Basel Committee was separated in two main objectives:

· Strengthen the international banking system;

· Convergence of the international standards. 
The last objective became a high issue after the crisis where some banks could escape supervisory because of the many international differences of the national/local capital standards. These differences could lead to some competitive advantages which were fully exposed during the crisis of the 1980’s.

Even though the Committee was seen as the Supervisory Organisation for the financial infrastructure it has no legal authority in a member country. The power of the Committee was limited to supervisory guidelines and standards for each bank’s business worldwide.

This Committee created the Basel I and II to enhance the global financial infrastructure for the global financial sector among other financial institutions like the Financial Stability Board. The latest product of the Basel Committee is the new capital requirements of the Basel II, which is called Basel III by some experts.

§ 3.2 Basel I
 TC "§ 3.2 Basel I" \f C \l "2" 
Basel I (BIS, 1988) was established in 1988 under the name of Basel Capital Accord with a minimum capital standard of 8%. It became the first credit risk measurement framework for the international operating financial sector. 
The end result of the Basel I concept was that it was implemented in more than 100 countries. This concept put the focus on the relationship of the capital held by the banks against the weighted credit risks that banks take. But the Basel I couldn’t expose all of the banking risks and the weightings of the risks didn’t show the actual underlying risks. Is this because there was not a well thought controlling framework behind this concept? Later this controlling framework will be worked out in more details. Now some words about the Basel II framework and its main objectives for an effective supervision of the banking sector.

§ 3.3 Basel II
 TC "§ 3.3 Basel II" \f C \l "2" 
It was not until the Asian and Mexican crisis in the years 1994 – 1998 occurs that the Basel II framework (BIS, 2004) with its three Pillars was developed due to efforts of the FSF (Financial Stability Forum). The three complementary pillars were more then the standardised rules of the Basel Accord of 1988:

· Pillar 1: minimal capital requirements, further expanding the Basel I rules;

· Pillar II: supervisory review process, addressing the institution’s capital adequacy and internal assessments process;

· Pillar III: market discipline, enhancing the public disclosure requirements.
These 3 pillars of the New Framework should together aim to improve bank’ risk management (showing the actual underlying risks), to align the minimum capital requirements for the risks the banks incurred, to enhance the role of the banking supervisors and the disclosure requirements and ultimately strengthening the financial stability.

By contrast, when discussing Basel II, it was clear from the outset that the overall aim was to maintain the existing amount of capital in the system, but to redistribute it so that it was held in accordance with risk.

A particularly positive aspect of Basel II is the risk-sensitive approach it takes; risk-sensitivity should continue to form the basis of any future prudential regulation applicable to the financial sector. Actually, what is needed is not less risk-sensitivity, but rather more of it.
Some of the latest crises were accelerated or even caused by the lending behaviour of banks.  Banks didn’t recognize the impact of the major consequences of the failure of many borrowers who couldn’t keep their contractual arrangements. They didn’t build buffers for some of these assets which sometimes need to be depreciated and impaired for the loss of their values. Next some of the critics of Basel II requirements are that these requirements were the accessor in this lending behaviour of banks. For example, Basel II rules for capital adequacy use a 0,1 % solvency standard for establishing minimum capital standards for banks. Say the approximation of a bank for the coming years is 5% decline of house prices, which is in line with assumptions made at the start of the crisis. But when the Basel II rules for capital adequacy use a 0.1% solvency standard for establishing minimum capital standards for banking organizations, this is very optimistic in times of crisis. Next this gave the idea that there could be lend more as the solvency ratio of these product were more then what Basel used as standard. 
Due to lack of recognizing these risky assets one of the key objectives of Basel framework was offended, namely “giving more transparency” to stakeholders. 

Some suggest that when capital adequacy is imposed on each bank the risks are lower and there is less chance for bankruptcy (Chiu, Chen, Han Hung, 2009). Although it is not all clear about the requirements themselves can prevent bankruptcy it was proven that the capital adequacy requirements and corporate governance together have a negative impact on bank bankruptcy. Corporate governance alone can not deal with lowering the bankruptcy risk as this is subject to the principal – agent theory which can offset the internal control and risk management system (Lang, Jagtiani, 2010).

No one could have thought that after the mortgage crisis there would follow a spillover to the financial sector. Later the financial crisis was worsened by the liquidity problems. One of the solutions which the Committee is imposing in the new requirements (Basel III) is that the banks should build a buffer in good times which can strengthen the resilience of the banking sector. 

§ 3.4 Basel III
 TC "§ 3.4 Basel III" \f C \l "2" 
During the latest crisis worldwide some of the major changes within Basel II framework are set into a consultative paper issued in December 2009. The changes brought into the Basel II framework aim to improve capital as well as liquidity regulations in order to absorb financial or economic shocks to minimizing spillover from the financial to the real economy, table 1.
The new changes (BIS, 2009) will hopefully be finalized and implemented end of 2012, promoting a better balance of financial innovation, economic efficiency and sustainable growth in the long run.

 TC "Chapter 4 RISKS AND CRITICS OF THE NEW REQUIREMENTS" \f C \l "1" Chapter 4 Risks and critics of the new requirements
§ 4.1 Risks
 TC "§ 4.1 Risks" \f C \l "2" 
Risks which should be recognized, monitored and controlled(BIS, 1997): Some examples where it went wrong and making the failure of the Basel framework a high topic in the financial world
Credit risks
In short this topic includes the risks taken because of the loaning system of the banks: Taking too much risk by giving loans to “unworthy” parties. Parties are not only the customer itself but also the group the company has interest in or where control is by other groups or organisations these groups belong to.

Country and transfer risk
Country risk arises when there are foreign borrowers and there are counterparty transactions like international investments. Two major events were when Europe was shocked by the Iceland bankruptcy leaving lots of customers especially in Europe with no savings. Another painful example is the Greece financial problems (Roubini, 2010) where the financial sectors in the other countries have major depreciations and impairments in their assets because of their interests in Greece banks.
When the foreign borrower/invested organisations couldn’t meet their obligation because the currency of the obligation isn’t available to the borrower the transfer risk arises.

Banking sectors and supervisors should be alert about these international issues because the latest trends are that many European countries are near or already struck by bankruptcy.

Solution of Basel III: Build more provisions to capture losses in “risky” period
In Basel III the financial sectors need to build “buffers” when they make profit, which can be used in the periods of stress. But as later is showed with some topics of the earning management this is misleading: there is a threat of manipulation of the profit/loss by booking through accruals. By using accruals, eventually a steady line in the performance of the banking sector is visible which will make that eventually provisions are build but not used. Or that the provisions are used to make bad performances invisible for the stakeholders. But with a steady visible line of performance there will be not “more” provisions which can be used in risky period then already is being build. Unless the committee set a hard target for the banking sector and this is also followed by the central banks, this solution is destined to be a failure.
Market risk (foreign exchange rate risks)

When market prices changes some of the on and off - balance sheet positions of the banking sector can change. Some of the accounting principles make these changes visible due to the marked - to market valuation (Guillameplantin, Sapra, Song Shin, 2007) instead of the historical cost valuation rules for debts and assets. Foreign exchange rate risks occur when banking activities involve taking open positions in these currencies which is mostly the case within the banking sector. 

Interest rate risk
Interest rate risk refers to the exposure of a bank's financial condition to adverse

movements in interest rates. This risk impacts both the earnings of a bank and the economic

value of its assets, liabilities and off-balance sheet instruments.
Liquidity risk
Liquidity risk occurs when a bank doesn’t have liquid assets to cope with the normal daily demand at low costs. These lack of assets are due to lack of depositors or other investors (liability side of the balance sheet) or because of the rise of too illiquid assets (asset side).

Solution by Basel III: Introduction of new liquidity ratio in the banking sector (BIS, 2008)
The new liquidity coverage ratio is meant for cash coverage to cover liquidity needs for a 30 days time horizon (Beaumier, 2009). To ensure this the committee is requiring a level of high liquid assets that can be transferred easily into cash when needed. But by acquiring this, the banks will all concentrate in these “highly liquid” assets making them more risky for financial crisis as these assets are likely to fall under the same category of risks. Next in times of stress these liquid assets will turn out to be abundant as every one has it already, lowering their prices and eventually worsening the banking positions in crisis periods. There is more need for different kind of assets with different level of risks. By introducing this the Basel Committee is not making the banking sector more resilient, competitive and efficient then it already is now.
Operational risk
As seen above within the corporate governance of an organisation there are some principal – agency problems which can put a gab between the different objectives of the principal and the agent. Due to this gab or due to failure of the information systems some organisations become subject to operational risks. Examples of problems within the organisation are financial losses due to error, fraud, unethical and risky behaviour of agents. Some risks are also due to big disasters or fire.

Legal risk
“…Banks are subject to various forms of legal risk. This can include the risk that

assets will turn out to be worth less or liabilities will turn out to be greater than expected

because of inadequate or incorrect legal advice or documentation. In addition, existing laws

may fail to resolve legal issues involving a bank; a court case involving a particular bank may have wider implications for banking business and involve costs to it and many or all other banks; and, laws affecting banks or other commercial enterprises may change. Banks are particularly susceptible to legal risks when entering new types of transactions and when the legal right of a counterparty to enter into a transaction is not established….” (BIS, 1997)
Reputational risk
“…Reputational risk arises from operational failures, failure to comply with relevant

laws and regulations, or other sources. Reputational risk is particularly damaging for banks

since the nature of their business requires maintaining the confidence of depositors, creditors

and the general marketplace….” (BIS, 1997)
§ 4.2 Critics of Basel III TC "§ 4.2 Critics of Basel III" \f C \l "2" 
Critics of the new Basel regulations and what will be changed
The goal of bank regulators is to protect the depositor and provide a stable environment for banks to operate in. In order to be authorised as a bank and take deposits, an institution has to hold adequate capital. The regulator places limits on the proportions and type of capital allowed to make up a bank’s capital base. A weighting framework is used to quantify various kinds of risk and a required capital ratio is set, which may be higher than the minimum ratio. This required ratio is not publicly disclosed, and it reflects both the qualitative and quantitative risks of the bank.

Capital adequacy requires not just a certain quantity of capital but certain types in relationship to the nature of a bank’s assets. These types are called ‘tiers’ of capital. Tier 1 capital is the strongest, followed by Tier 2 (Upper then Lower) and Tier 3. The strength and quality of different tiers of capital depends upon the extent the capital can be used to protect depositors. The strongest, Tier 1, contains provisions for cancellation of interest/dividend payments, can absorb losses and has no fixed maturity. Different types of subordinated debt only make up part of bank capital. For example, perpetual, non-cumulative preferred securities (a type of subordinated debt) count as Tier 1 capital along with equity and retained earnings. 

The proposals of Basel Committee/ BIS to minimize and avoid any future crisis concern raising the quality, consistency and transparency of the capital base. This is done by the Basel III regulations. With a new Basel Framework the Committee hopes to strengthen the resilience of the banking sector. But there are some important differences between Basel II and Basel III which implicitly can create more risk. Here a well defined controlling system can help reduce and improve the exposure of these risks:
· 4.2.1 Principles-oriented approach TC "4.2.1 Principles-oriented approach" \f C \l "3"  for defining capital: a capital instrument should consist of three main standards, permanence, loss absorption and flexibility of payments.
An example is that only common shares should be included in Tier 1. But why should only the common shares be included as there are also other instruments and derivatives which can enhance the transparency of the common equity. For instance there are preferential shares which were included in Tier 1 according to Basel II requirements. According to Basel Committee the preferential shares (shares with a preference in dividend) aren’t able to absorb losses in a going concern situation, and thereby should be excluded from Tier 1. This is due to the ranking of these shares when there is liquidation. Then these preferent shareholders are paid after payments to all prior claims (e.g. depositors, creditors). Next these shares are giving the buyer/holder of these shares more security as it is assuring to be paid first when making any profits. Some shareholders will likely buy these shares as it will make them less risky on the capital markets.
One of the major setbacks during the crisis is that banks don’t trust each other and are not willing to give loans to other banks. For surviving this crisis there is more need in money and thereby the banks need to get money through emissions on the markets or by lending from other (central) banks. The intention of the Basel Committee to exclude these shares from the Tier 1 will not lead to a stronger financial system. Instead the banks will not provide each other more money for investments which in turn will lead that the crisis will not get any weaker then it is now. 

One of the objectives of Basel III is that the new requirements should promote consistency and transparency in the banking sector. But how will this be transparent by excluding these preferential instruments? How is it possible to compare banks with less preferential instruments with the ones with more when these aren’t included into the common shares of Tier 1? One of the key issues in the controlling world is that management control tends to ignore objectives not taken into account in designing incentive systems (Zimmerman, 2009).By taking these kind of “exclusions” in the Basel Framework will the Committee not unintentionally create incentives to ignore the risks of these “preferential shares”? 

· 4.2.2 Exclusion of Minority interests
 TC "4.2.2 Exclusion of Minority interests" \f C \l "3" 
The Basel Committee proposal excludes minority interests from the Common Equity component of Tier 1. A minority interest is when an organization has less then 50% outstanding shares of an organisation. The holder of the minority interest belongs to the same consolidated group where the interest is held in. The Committee doesn’t feel the need to include minority interest from Tier 1 as the risks is already taken into account on the entire group and by this reported by the parent consolidated organization (Aceituno, Rodríguez Bolívar, Pedro, 2006). The minority interest is therefore deducted from Common Equity of Tier 1. Next the Committee promotes to decrease risks of using corporate structures to increase the group’s capital base. But again by doing this there is a slight chance that the Committee is shifting the attention the risks and implications all to the parent organization and giving incentives for neglectance of subsidiaries of the parent organization. In strengthening the financial system the Committee promotes the consistency of the banking system. By excluding the capital of minority interests at one side and then taking the risks of the subsidiaries at consolidation level doesn’t seem to be consistent (full inclusion of Risk Weighted Assets which are included in the calculation of capital ratios). Another implication for this proposal is that there will be less incentives to invest in subsidiaries while it is more then welcome to invest in times of financial crisis. 

· 4.2.3 Deferred tax assets
 TC "4.2.3 Deferred tax assets" \f C \l "3" 
Another proposal concerns with the deduction from the Common Equity of Tier 1 of all tax refunds based on future profits (which is what increasing the sharevalues). First of all in trying to create more international transparency by not including the deferred tax as an asset Basel Committee’s goes against major accounting rules from official regulatories (e.g. IFRS - IAS 12 for instance -, US GAAP, UK GAAP). These need to be harmonised by this regulatory which seen from the time horizon for the final implementation of this proposal (2012) will meet some huge resistance globally as then all accounting systems should be changed accordingly. Most of the accounting systems are based on current profits/losses.
Another risk is that there will be more ground for manipulation when the managers know that by keeping the deferred tax low there will be more of the capital left to spend on a bank’s activities.
Deferred tax is a consequence when temporary differences occur between the taxable profit and the accounting profit. According to most accounting standards the objective of accounting for income taxes in the Profit & Loss statement is to recognise not only the amount of taxes payable or refundable for the current period but also deferred tax reflecting the future tax consequences of events recorded in the financial statements during that period. This gives rise to accrual accounting in firms what is discussed in the literature by so many.
This accrual accounting nature of firms is a consequence of the earnings management of an organisation. In general, earnings can be managed by two different methods: Accruals and Accounting method choice and timing. A definition of earnings management is given by Healy and Wahlen (1999): “Earnings management occurs when managers use judgements in financial reporting and in structuring transactions to alter financial reports to either mislead some stakeholders about the underlying performance of the company or to influence contractual outcomes that depend on reported accounting numbers”
This proposal will thus induce manipulation of the earnings to come to a desired level of reported earnings. There lies also the danger of income smoothing by using “hidden reserves” in times of distress and building these “hidden reserves” in times of growth.  Kanagaretnam et al. (2003) finds empirical support for the argument that manager’s decisions’ to smooth income are influenced by their job security concerns. Hereby, managers are not only concerned with making an as high as possible net income, but they are bearing  in mind the fact that the net income reflects the future cash flows of the company. Alijfri (2007) gives two main motives found in earnings management research. The first motive is to enhance investor ability to predict future cash flows. The second motive is based on the fact that income smoothing leads to a high dividend payout which is related to the company’s stock price. A stable flow of income gives investors confidence about a company’s future financial situation thereby raising share prices. These results imply agency problems. In reducing this accrual nature of dealing with the deferred taxes the Committee is proposing a standard that will give less reporting risks. 
But this proposal will also have another impact in banking sector during financial distress:

Many tax systems only permit a deduction for provisions (i.e. loan loss reserves, tax loss, unrealized investment losses) when these losses are actual occurring while this is administered in the accounting system when the actual provision is taken. In economic crisis these provisions will tend to increase and in better times this will decrease. By implementing this proposal this will deplete the capital in crisis further (pro-cyclicality): in times of crisis there are more risks to bear, less profit to earn, more current losses and seen from the latest financial crisis the future profits were not expected. A consequence in these times will be that the “deductable tax assets” will rise. By not categorising this as an asset for the banks and taking this out of the capital this will put more stress on the balance for the banks. Keeping in mind that a bank’s activities are based on the level of its assets (tier 1), the activities will be reduced when tier 1 is reduced. By this proposal Basel puts more stress by reducing the activities of a bank and making the banking sector hard to pull itself out of the crisis by more activities (for example raising the level of loans). Another not intended implication is that there will be no “playing field” left for the banking sector to operate in. The Basel group stated that this would be one of the objectives which still would be held in tact in Basel III regulations:

There are different local tax laws leading to different temporary differences based on the localisation of a bank’s activities. Deduction of such deferred tax assets will penalize some of the international operating banks.

· 4.2.4 The one size fits all approach of the Leverage ratio
 TC "4.2.4 The one size fits all approach of the Leverage ratio" \f C \l "3" 
One of the key determinants for the start of the financial distress was the high leverage ratio of the banking sector. ING has a portfolio which mainly consists of high amounts of customers’ credit on the asset side and of customer deposits on the liabilities side. The Basel Committee intends to limit this leverage nature and lowering the risks taken in the banking sector. 

· 4.2.5 Forward looking provisioning
 TC "4.2.5 Forward looking provisioning" \f C \l "3" 
In their proposal the Committee promotes more forward looking provisioning based on expected losses, which will make the organizations and shareholders more alert to the actual losses and can be less pro-cyclical then the current framework (Basel II). The current framework relies on the accounting standards of the “incurred loss” provision model.

Some critics states that the new framework will imply only high costs for giving little or no additional added value this regulation is one that should be taken care of with some more investigations. As at this point there is no clear results of less procyclicality through forward looking loss provisioning I base on some older results of other cases where new regulation systems has been implemented. 

The most expensive regulations has the greatest impact
	Regulation
	The most expensive regulations 
	The greatest impact over the IT firms 
	The greatest impact over the business 

	 
	% 
	% 
	% 

	Basel II 
	24
	32
	27

	Sarbanes-Oxley 
	38
	35
	34

	J-SOX 
	19
	23
	18

	King Report 
	17
	17
	22

	CLERP - 9 
	27
	23
	28

	LSF 
	15
	12
	15

	Source: Prof. Marin OPRIŢESCU PhD, Assist. Prof. Alina Georgiana Manta Phd,, 2009



The above table gives a view how the Basel II had been one of the most expensive regulations .These are the costs for Basel II while there are still lots of Banks busy with changing to Basel II. Then there is also Basel III to be implemented in the future.  The impact on the IT firms and over the business is also called huge. Most international operating banks (ABN/RBS) have outsourced their IT and sometimes their accounting to IT firms which give lots of extra costs when new requirements/rules are being implemented. Based on the economic Darwinism it is said that some systems still exist when the benefits exceed its costs even if there other optimal systems exist. Even though I don’t think that Basel II/III can make the banking sector stronger in the future without also implementing a thoroughly defined controlling framework it is still one of the biggest used framework worldwide.
 TC "Chapter 5 BASEL FRAMEWORK" \f C \l "1" Chapter 5 BASEL FRAMEWORK
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As addressed in the core principles of effective supervision there are 25 core principles to every country’s banking supervisory framework and also some preconditions for an effective supervisory system (BIS, 1997).

An effective supervisory system is one of the main preconditions for building stability in the financial markets. Some examples of the other preconditions are effective market discipline (corporate governance, channelling the information flow to stakeholders and shareholders), an adequate public infrastructure (effective supervision, well defined accounting principles, system of business laws and independent audit companies), procedures and rules for the supervisory to act when this might be necessary, a safety net for systematic protection for clients/stakeholders.

The principles will be referred as the Basel principles throughout this paper and it also should be addressed that these principles are minimum requirements and can be designed further by each country. It should also be noted that these principles aren’t obligatory but apply more as a reference to its member countries or other countries for their (internal) banking supervisory framework

The most important principles can be divided in the next categories, table 2:
I. Principle 1: preconditions for an effective supervisory framework

All responsibilities, objectives and the autonomy of the supervisor is stated in a legal framework

II. Principle 2 – 5: licensing and structure

The licensing process and structure (ownership, management, operating plans and control of activities) must be defined clearly.

III. Principle 6 – 15: prudential regulations and requirements

The risks of a bank should be recognized, monitored and controlled. These principles mention the minimum standards for the regulations and requirements for example the capital adequacy requirements, risk management and internal control.

IV. Principle 16 -20: methods of ongoing on-site and off-site banking supervision

V. Principle 21: Information requirements

Requirements like accounting policies and practices giving the supervisor a clear and fair view of the financial and profitability of the bank are defined;

VI. Principle 22: Formal power of the supervisory

VII. Principle 23 – 25: Cross – border banking regulation and information sharing

§ 5.2 Internal control within Basel framework
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Internal control and what Basel says about the regulations
One of the major aspects within the Basel framework is the internal control. The internal control of Basel is seen as a key aspect in providing transparency in the market (market information) and the exposure of the risks (risk management). The internal auditor should weight the assumptions made by this principle of the Committee with the actual implementation done by the bank. Another responsibility of the internal auditor is to make improvements when needed in the process. Depending on the organisation’s structure the internal auditor can be reporting to directly to the board of directors, the CFO. Sometimes the internal auditor works together with the controller to ensure that these areas are in line with the regulations or minimum requirements of the Basel Group. An external auditor is assigned to keep score with these responsibilities and track back and provide guidelines in the effectiveness and efficiency of this internal process.

The main issue in the internal control is to provide transparency in the banking actions and exposuring the weaknesses of the organization. Local banking supervisors, in the case of the Netherlands this is the DNB (De Nederlandse Bank), should have the authority to judge and take necessary penalties when the internal control is not providing the information to the public and legal and regulatory authorities in a transparent way.

Recently there has been investigation of the bankruptcy of the Dutch Bank, DSB where to some the Dutch Central Bank should have taken its responsibility as an independent supervisor and even should have not provided the DSB the “banking legitimacy” in the first place (Principle 3). This because to some the DSB has violated a few regulations mentioned in the first principles of the Basel Committee. In the end the DSB went bankrupt and the clients and personnel were the tragic victims (Philip Willems 2010). The DNB failed in the task of protecting the public against bad practices of a bank which is noted in the “high ethics and professional attitude of banking personnel” discipline of the Basel Committee (Principle 15).
…“Principle 14. Banking supervisors must determine that banks have in place internal

controls that are adequate for the nature and scale of their business. These should

include clear arrangements for delegating authority and responsibility; separation of

the functions that involve committing the bank, paying away its funds, and accounting

for its assets and liabilities; reconciliation of these processes; safeguarding its assets; and

appropriate independent internal or external audit and compliance functions to test

adherence to these controls as well as applicable laws and regulations.”…Core principles of effective banking supervision, Basel Committee, 1997
According to the Basel Committee the idea behind this principle is to guide the banking sector in encouraging the internal structure to be in line with the strategies and policies as stated by the board of directors of the bank. Some of the issues are that the transaction is through the right decision rights assignments, that assets and liabilities are in control, that the accounting and other information is given in a timely and accurate way and that there is a well controlled risk management. 
An effective framework involves the following steps(Young, 2008):

· Identify important risks to the firm;

· Identify the causes for controllable risks and separate these risks in what can be controlled and which are risks;
· Classify uncontrollable risks. According to Jonathan Berk and Peter DeMarzo (2007) risks can be divided in systematic risks (which can not be avoided or controlled) and risks which can be controlled (firm specific risks);

· Assign uncontrollable risks to mitigation categories

· Provide measurement feedback on changes in risks and relate them to management actions.

By conducting these steps in a timely and accurate way the framework is said to be efficient if it delivers the implicated objectives in a cost-minimizing way.
Basel’s overall intention is to endorse adequate capitalisation of financial institutions and encourage improvements in risk management, management and control, thereby strengthening stability in the whole financial system. 

In his article Young (2008) states that the banking management and board of directors are responsible in conducting and implementing the internal risk management for assuring the risk taken is within organisation’s objectives and control.

The level of involvement of the role-players for each category of responsibility (Young, 2008)

	Role-players
	Governance
	Strategic planning
	Risk control
	Risk reporting

	Board of directors
	Oversight
	Oversight
	Oversight
	Oversight

	Group Risk Management
	Support
	Support
	Oversight
	Control

	CEO and senior excecutives
	Oversight
	Decision-making
	Oversight
	Decision-making

	Business management
	Control
	Decision-making
	Control
	Control

	Internal Audit
	Support
	Support
	Oversight
	Support


Still with the latest crisis, where risks were taken immensely (principal-agent theory) the different internal control systems didn’t expose the risks, in the end leading to less transparency to the public, management (in some cases), government, regulators and other stakeholders. Ultimately this principal-agency theory with less transparency directed the banking sectors and government through a massive financial crisis which ultimately has a spillover to the real market as well. Why didn’t the systems work as they were suppose to? 
§ 5.3 Major reasons for the failure of the internal control systems of BASEL II
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There have been many studies and I expect that there will be still many studies conducted in the future where and why the internal control systems of Basel II didn’t reveal all the risks and predict the current crisis. I like to address some of these failures with some thoughts about the path of my study:
· Too little knowledge of the top level management what the lower level management were doing;

· High tide of the principal-agent theory in the banking sector of both corporate level as well as business level managers (Lang, Jagtiani, 2010);

· Internal control systems of Basel II were not calculating the above two deficiencies leading to the crucial reason for failure of the system: managers/corporate supervisors tend not to look to the aspects which aren’t in the scope of the systems;

· Internal control systems of Basel II were more driven by exposuring short-term risks of the high leverages embedded in the structured products instead of acknowledging the longer term consequences;
· The internal control systems of Basle II measure more the risks but not all of the risks can be numerically measured and captured ( exposuring reduction in reputational and legal risks through personnel and client satisfaction).
In their empirical analysis about Basel II and bank bankruptcy, Yung-Ho Chiu, Yu-Chuan Chen and Yu Han Hung (2008), came to the conclusion that the banking sector’s bankruptcy has a high significant negative correlation with corporate governance and capital adequacy. They also find that banks which were less efficient have probably more chances to go bankrupt. In other words the key factors for conducting a good supervisory tool have to have these factors also in them: efficiency, capital adequacy and corporate governance.
Fernández and González (2005) address interesting empirical evidence in the study of how accounting and auditing principals can be substitutes for banking supervisory and complements of the minimum capital requirements. The last one indicate that when accounting and auditing principals are poorly implemented in an organisation, minimum capital requirements will have no use to minimize the risks taken. Another conclusion in their study is that they do not observe that minimum capital requirements will reduce risk taking of the banking sector. This is also confirmed by Blum (1998). Blum even goes a step further by implying that because of the capital adequacy requirements banks will try to have higher risk in bringing more firm value in the future.
In line with these studies and the risks and critics within the banking sector about the capital requirements and the effects of supervisory and controlling systems on the risk taking behaviour of the banks I like to propose a controlling framework which can exposure the risks and even can strengthen the resilience of the banking sector. For my study one of my assumptions is that the market has more highly risk-taking banks with highly risky instruments and with a bigger principal-agent gap then the less risk taking banks with less risky attitude. The higher the gab is between the principal’s objectives and the agent’s behavior the higher there the need for a better and quicker information feedback to the supervisor in quickly recognizing the risks and implications for the banking and even the real sector. This information feedback loop was one of the less working aspects of the internal framework of Basel.
Chapter 6 CONTROLLING FRAMEWORK
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§ 6.1 Organizational structure
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In the banking sector the two major differences in organizational structure is usually seen in the “customer oriented deposit” banks against the “investment oriented” banks. I define the “customer oriented deposit” banks as the banks which have more deposits from the consumers and private sector with low risks and “investment oriented” banks as the banks with the highly risky assets and liabilities. Whether a bank take more risks then other banks will give rise to the organizational structure and will also differ in the management controlling system chosen by this bank. A change in outside factors (new technology, market conditions) of the organization could change the business strategy. But when the business strategy changes the organization need to change its organization structure accordingly. By adapting quickly to environmental and organizational changes there is a bigger chance in creating firm value.

Framework for organizational and management accounting (Zimmerman, 2009):
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Organizations differ in their business strategy and make a one fit all controlling system difficult as well as a one fit all Basel framework. Therefore I like to limit this study to the more risky banks with bigger agent problems. Business strategy affects the organizational architecture because it determines the firm’s asset structure, its customer base and the nature of the knowledge creation (how is knowledge linked with the partition decision rights). Each of these 3 parts affects the organizational architecture (notice the two arrows from the organizational architecture to the business strategy in above figure).
§ 6.2 Building blocks for a controlling framework
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1. Asset structure and performance:

When the asset structure includes more fixed assets like machines, buildings, patents the performance evaluation systems are more based on accounting measures. When the asset structure includes more future growth options like most banks have, the organization is more likely to base its performance evaluation system on market based options/stocks. This should be the case for the banking sector. I will extend below in the topic about implementing an adjusted EVA.
2. customer base and performance:

Business strategy determines also the type of the customer and the geographic dispersion of customers which in turn affect how the firm is organized to service the customer base. For instance when the customers are highly dispersed the banking products and services will likely be sold through agents (franchisers). This is because these agents have specialized knowledge about the local markets and will have also an incentive to maximize profits compared to internal personnel who obviously will have a fixed payment structure. But the bank still need to monitor the quality of these products/services which in turn will yield to another performance and reward system for the agents then for the internal personnel.
3. knowledge creation: 

When the firm operates in stable markets there is more a static knowledge level and there is more chance that the organization will choose a more centralized organizational architecture. In this case knowledge will be easily transferred to the higher level management and the lower – level performance evaluation and reward system is much easier.
§ 6.3 A first step in building a controlling framework
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A framework for analysing the operation of management control systems structured around five central issues. These issues relate to objectives, strategies and plans, target-setting, incentive and reward structures and information feedback loops for exposure of the risks. Their central focus is on the management of organizational performance against the risks which are taken. This is a concept build on strategic concept, management control and operational control held against the levers of Simon and build to transfer information of the risks undertaken. 
Strategic control according to Simon  (2000) and levers of control:
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Managers can program their company for success (Simons, 2000) if they employ metrics

which are realigned with strategy ( the metric supports a strategic objective), measurable ( the metric can be quantified) and actionable (employees can influence the result). I like to address here a minor point that not all metrics can be measurable or quantified (for example: satisfaction of personnel). 
There is no need to look at the individual objectives of the concept as a manager needs to control all of these objectives simultaneously.
Management control:

Management control is the process of guiding a set of variables to attain a preconceived goal or objective. It is a broad concept applicable to people, things, situations and organizations. In organizations, management control is the simultaneously balancing different planning and controlling processes (Herath, 2006). Anthony (1989) states about organizations the following:...“Organizations are multifaceted. They are also social systems, collections of individuals bound together to meet personal and social needs. Group norms and patterns of power and influence affect internal decision processes”...
...“ Organizations are also sets of relationships among self-interested participants, each of whom is balancing personal well-being and organizational needs” ... (Simons, 1995).

In his article Otley (1999) study a complete framework of organizational control by the concepts of budgeting, economic value added and the balanced scorecard. Budget is used as a mean for transferring plans to managers (management decision) and is also used as performance measurement (management control). Measures like RI (Residual Income) and ROI (Return on Investment) are simple and better used then EVA (Economic value added), but there are some major failures of these measures. RI, ROI and EVA put too much emphasis in creating short-term profits as all three has “investment” as one of the subjects in the calculations. When invested this will create an outflow of cashflow and hopefully it will bring an inflow later in time.  RI and EVA deduct from the profit an average cost of the capital used for investments. ROI is a simple calculation of the return on investment made and don’t look at any future inflows. These measures goes against the Basel Framework to look more forward instead of “one-period” looking. 
§ 6.4 Accounting assumption: Adjusted EVA
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With the major failures of the internal control system of  the Basel Framework in thoughts I like to address here a calculation of an adjusted EVA where the calculation is based on future inflows as well. The current EVA is build on the accounting profit and an average cost calculation based on the total invested capital. The formula need to be changed in: EVA = Adjusted Accounting Earnings – (weighted average cost of capital * (Total capital+DCF)) where DCF stands for Discounted Cashflow. 
There are two parts of the formula that will be influenced by doing this:

a. First of all the accounting profit will be higher (lower) according to any future inflows (outflows). The adjusted accounting earnings = accounting earnings +DCF. By taking the future inflows/outflows into calculation managers will be  triggered to look more forward then just for one period. There is also a need to influence income-smoothing behaviour of the agents in trying to predict a steady performance and manipulating the view of all stakeholders. When the financial crisis started suddenly the risks and “bad” performance became visible of the banking sector. The shocking evidence was shown by the major “fraudulent” bookkeeping of several financial institutions and the big risks the banks have taken in the past. These were not visible as they usually kept their performance hidden for the share- or stakeholders. With looking forward and taking into account the expected cashflows, there is less trigger for the managers to smoothen these cashflows with other “less” profitable periods. In changing the reward and performance evaluation system accordingly this will probably generate more visibility on the performance of the agents and the banking sector then by calculating with only the accounting profits. The banking system will be more reliable when everything is in balance and visible to all stakeholders.
b. Second there is a calculation of the cost over the invested capital: future outflows will decrease the total invested capital and also decrease the weighted average costs when the invested project will generate a negative DCF. But the other side is that the total EVA will be larger in times of stress. One of the major setbacks in the recent financial crisis is that organisations don’t have much cashflow to invest or didn’t want to “burn” their fingers with less profitable projects. But there is a need to invest during stress and not transferring the financial crisis onto the real economy. This is one of the reasons that the Committee want to have a resilient banking sector. In times of crisis banking sector need to keep investing and lending the whole market.
In this part I would be happy to say that all agency problems would disappear, but that is an illusion. As long as there will be people working in an organisation, there will be agency problems. But the intention with the proposed parts of the formula is to make the performance visible to all stakeholders and to bring some risks under control.
§ 6.5 Principal – Agency problem
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The above formula is one way in reducing the agency problem. But this is not the only objective way in reducing this problem. One of the activities on the asset side of the banking sector is loans. In their strategy for winning a bigger market share the banking sector lowered loan rates or even took higher risks by providing loans to borrowers who in the end weren’t creditworthy enough. Next the banks took big risks by lending a big amount to one single borrower or a group of highly related borrowers. But the risks were not only on this lending side of the balance but it also hit other off-balance sheet assets such as guarantees, acceptances and securities investments. By calculation of an “adjusted accounting earnings” this will not exposure all the short-term incentives of agents (line managers, personnel) creating lack of transparency when looking to the calculation of the economic profit. Still this calculation is far better then to just take “profit” as a base for the calculation of the EVA, as profit doesn’t mean cash inflows/outflows but rather has consequences for the market value of the shares for publicly traded banks. But as we are still coping with the effects of the financial crisis where liquidity issues are playing an important role in strengthening the resilience of the banking sector I find the EVA a better tool then profit based calculations.
§ 6.6 Incentive System
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Due to the lack of transparency some of the senior managers could have put the banks unknowingly to the risks mentioned in the Basel Framework. But there was also another possibility of a principal-agency problem that could reason why these managers took such high risks. Most banks have different activities and also different business levels/entities. The senior managers were driven by their appetite to take more risks for the profitability of their business lines. Driven by also the compensation plans which were build on the profitability of their business lines these line managers didn’t warn the corporate managers who were responsible for the corporate as a whole about the high risks which were taken.
In building a more “shareholder’s profit creating” incentive system and through effective management control (alignment with the principal objectives) this agency problem can be reduced. Risk management system failed in both as the facts during the current crisis is showing (Lang, Jagtiani, 2010):

Incentives given to the line managers through the compensation plans induces an agency problem by taking higher risks with the intention in improving short- term returns for business line. By only taking the accounting inflows/outflows this short-term returns would not be visible. But by calculating an EVA with DCF the future inflows/outflows are taken into consideration as well. In accordance to the banking regulators have asked some of the next ideas behind an incentive system and the risk seeking behaviour of agents should be taken in consideration:
· Compensation should not encourage risk taking in such a way that the organization isn’t able to identify and manage these risks;

· Compensation should be in line with effective controls and risk management. This means that there should be a simultaneously effective working “management control” and “risk management” concept behind the controlling framework;

· Board of directors and senior managers should in all circumstances be in control of the activities of agents (lower level managers and for example traders). Compensation system should reward “well-controlled” value -maximizing risk taking behaviour.
In his article Blinder also noted the risk taking incentives due to current compensation systems (Blinder, 2009).  Blinder mentions that partnership can reduce the risk taking behaviour of agents (traders, managers, CEO) because then they are playing with their own money. In the brief overview of the 3 disciplines mentioned above (asset structure, customer base and performance, knowledge creation) I already stated that when agents are like franchisers who have authority in taking risks for their own account will probably behave differently then the internal personnel who get only motivated by their base salaries. By paying the agents through “based on longer than one period” bonus systems like a variable payment based on future profits to lower level managers and traders can reduce high risk taking behaviour on account of the organization and its shareholders. Next the CEO is also to be paid based solely on firm value (“restricted stock” as mentioned by Blinder). 
§ 6.7 Organisation Architecture
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· Separation of decision making and decision control

· Focus lies less in risk management and more in operational control

· Definition of performance evaluation and reward system: measure what should be measured and reward what is supposed to be rewarded

· Focus lies on creating firm value for shareholders
· Clear definition of the accounting systems as these might influence behaviour of managers as well
§ 6.8 Information feedback loop
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The information creation (third base object of the business strategy) is a key driver for decision making and decision control separation. Which information is needed depends on what purpose the information is likely to pursue. By also aligning the decision control activities with the decision making activities there should be a trade off what the accounting system should be based upon. As mentioned before the accounting systems should be based on fair value as the banking sector is operating in a quickly changing risky environment. In a quickly changing environment where prices of yesterday are not the same as today, where a organisation or group (debtor) is optimal creditworthy last week and now have asked for liquidation can bring big risks to banks when the data they have is not updated. By giving the managers the information they need for their daily actions (decision making) it is required to base the financial information on current market prices. Current market prices give a better view how the assets of company is valued at “gone concern” price. “Gone concern” prices are the prices to be paid for a company when it is valued for liquidation. What is the company or its assets really worth today? “Going concern” prices are the prices for the assets when the company is still in business. In a fast changing environment, where banks take big risks in providing loans to companies who might go bankrupt within few weeks and also try to outrun the competition, it is far better to base the accounting system on current market values than on history prices. History prices will make the managers stare at assets or investments which are worth nothing now. An example is the mortgage – crisis where the banks invested in derivatives based on the house prices. As the crisis started the house prices dropped leaving the banks and even communities with billions of debt. Also when the managers need to be monitored in their performance to bring firm value to the company, and not merely profit, it is worthwhile to teach them to think and act in accordance to current market prices.
Chapter 7 PROPOSED CONTROLLING FRAMEWORK
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§ 7.1 Controlling system: Combination of Balance scorecard, TQM, Responsibility Management and adjusted EVA TC "§ 7.1 Controlling system: Combination of Balance scorecard, TQM, Responsibility Management and adjusted EVA" \f C \l "2" 
Based on the objectives of the organization which is ultimately creation of value for all shareholders and the protection of consumer and community against bankruptcy and fraud I propose a combination of in the first place the TQM and Balance Scorecard as controlling system within a bank. With the Balance Scorecard the key financial indicators can be developed and monitored as well as some of the non-financial indicators. Through TQM the basic ideas behind this framework are as follows:
1. What are the key objectives for a bank and how should these be achieved?

a. Stakeholder value

b. Protection of community from bankruptcy

2. What is the implementation process of the plans for achieving these key objectives?

a. Effective operational control

b. Risk management
3. What are the performance evaluation indicators and reward systems for aligning these objectives with the behaviour of agents?

a. Creation of firm value for all stakeholders (financial indicators)

b. Satisfaction of clients, customers (non financial indicators)

4. How can the information loop be channelled through the whole organization to give the appropriate signals from bottom-up, top-down and vertically?
a. Moderate centralization for less gaming of agents and less influence costs
b. Top-down signals of proper behaviour in achieving organizations goals (planning).
Between step 1 and 2 there is need for strong coordination once there is a clear definition of step 1. 
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Source: adapted graph from Nilson and Olve (2001)
Corporate management should always be aware of the line managers from the business units who will tend to create their own values if it is possible. This can be solved by step 3 through step 4. Risk management is a key indicator in an organization’s architecture. The risk management should not only try to exposure the controllable risks but also the uncontrollable risks. The uncontrollable risks are most of the times out of the scope of managers as these are not mentioned or directly visible in undertaking the daily operational activities. But these can as well harm the organization (Otley, 2003). By holding a line manager responsible for all activities and uncovered (controllable) risks the managers can be motivated to reduce these risks.
Because of new organizations structure which are more decentralized, flatter, highly professional there are new kind of management control systems such as responsibility management (Berry, Coad, Harris, Otley, Stringer, 2008). Responsibility management (RM) is based on the idea that managers should be held responsible for their own division or department. RM’s concept states that the manager of the department must be held accountable for only the aspects he has control over.

This would imply that the managers don’t have incentives to take further actions for preventing the organization from outside uncontrollable risks (such as storms, taxes). 
Still I like to address this issue to be also considered when implementing a balance scorecard with RM and would solve this alleged problem by changing the idea behind RM as follows: “managers should be accountable for the aspects in their department (internal and external) over which he/she had influence of”. The manager can maybe not control the tax percentages but he can influence the income by his actions to take advantage of the tax regime. By extending the TQM and Balance scorecard with RM most of the risks can be made transparent (visible as well as measurable), while the managers can be held responsible for uncovered risks or less long term shareholder’s values.
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In developing the above mentioned combination of a potential controlling framework for the banking sector I like to address the following crucial aspects of a framework in a rapidly changing environment due to market conditions: more client-driven, more transparency of activities and risks taken by banks, more operational control of the agency problems occurring due to empowerment of the agents:

· separation of decision management and control (for reducing the principal-agent theory);

· centralization (due to the empowerment of agents in the banking sector and taking too much risks on behalf of the customers and even the whole community);

· accounting system (based on fair value in a rapid changing environment the historical cost base would only induce improper investment decisions);

· non financial systems (based on customer satisfaction due to the high risks community take for bankruptcy of the banking sector);

· compensation and promotion policy (due to the gaming of the agents there should be a trade off between the performance evaluation system and the performance reward systems);

· Incentives and actions (by giving the agents enough incentive to be motivated to act in accordance to the firm’s objectives and thereby improving the firm value. Not shareholders value creation but stakeholder’s satisfaction should be an objective in the actions).

These objectives need to be “mirrored” against the Basel Committee proposed approach of simultaneously handling the excessive procyclicality by introducing countercyclical capital buffers, the introduction of forward looking provisioning of losses, introduction of a leverage ratio and alignment of the accounting standards with the perspective of enhancing the resilience of the banking sector.

Chapter 8 CONCLUSION AND LIMITATION
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In a rapidly changing financial and banking sector the Basel Committee tries to get control of the many risks that the banking sector endure. The several prescribed capital minimum requirements as well as the new introduced liquidity ratio should reduce the risk behaviour of the banking sector which was taken at the expense of the customers and even sometimes of the whole community. Still there were major failures of the internal control risk system which was developed by the Basel Committee and (partly) implemented by the banking sector. The internal controlling system was based in measurable numerical calculations, but as the latest crisis shows the system failed on all grounds of a strong flexible banking sector. An example is that because of the risk-sensitivity approach of Basel II the regulations signalled the wrong messages to the banking sector. In times of crisis the lending behaviour of the banking sector was playing high tide (procyclicality) because of the minimum capital standards of Basel II. Based to the failures of the internal framework of Basel II, the Basel Committee impose some new regulations. For example to cover the liquidity risk the banks need to implement a liquidity ratio which will impose a minimum liquidity requirement on the assets. But will this liquidity ratio not alter more risks because all banks will ultimately invest in the same liquid assets valued with the same risks? 
I believe this will happen and will make the banking sector less resilient then it is now, because when time comes to transfer these liquid assets no one will want to have these assets and this will make these assets abundant! A consequence is that the price of these assets will be driven downwards, weakening the banking sector’s position even further in crisis. 
Next not all risks can be covered by merely exposuring the risks, what is still being described by the rather risk-oriented framework then an “in – control” framework of Basel III. In building a framework, all of the internal “personnel” aspects (incentive system, performance evaluation and reward system and separation of decision rights and control) should be in control with the business strategy, the firm value and especially with the business environment. In my thesis I limited myself to the investment banks (ING), where a fast changing environment ask more for a strong and resilient financial sector than a more “customer – oriented” bank (Rabobank). Basel III only weights the risks behaviour of the assets and the organisation. There is need for simultaneously reducing the excessive risk-taking behaviour and motivating the agents to act in accordance of the principal’s goals. The new requirements of Basel III will not succeed in motivating and monitoring the agents’ behaviour as it only weights the risks taken by the agents. To my opinion the new requirements will not lead to a less risk taking and stronger banking system as it already is, without also implementing a well-thought controlling framework.

In line with the need for a better controlling system, exposuring all of the risks and also changing behaviour of the agents, I have proposed a combination of a system with EVA (Economic Value Added). This proposed system also has some important aspects of the TQM (Total Quality Management), Balance Scorecard and RM (Responsibility Management). Because the banking sector is categorised in different types of banks (“investment banks” and “customer oriented banks”) there is not one clear cut controlling system possible which can cover all of the aspects taken into account in this paper. 
There are some researchers who predict a separate control for each of the metrics of Simon (2000), but I strongly oppose to that. Management should control these 4 metrics all together as these must be all in balance simultaneously. A major role is played by the information loop which is one of the three bases for implementing and behaving accordingly to the business strategy and play a signalling role to internal and external stakeholders of changing business environment. By putting the 4 levers of control of Simon (beliefs controls, boundary controls, interactive controls and diagnostic control) in balance with accurate and timely delivered information more can be reached in the banking sector then only by weighting risks of the activities of a bank. For example based on the type of the bank the performance and reward system should be based on creating firm-value (not just shareholders value), accounting system should be build upon fair value, and by taking also into account the non-financial systems (customer satisfaction reviews, changing environment) there is more chance to survive a next crisis and even strengthen the resilience of the banking sector. 
There are limitations to this study as the study was greatly based on literature review. I have limited the study to the “investment banks” and also to the capital components of the bank (loans, minority interests, other assets and liabilities). As Basel II and the new requirements of Basel II (Basel III) are still being implemented there is not a current empirical evidence possible. In the future this can be conducted and the new capital requirements of Basel III can be evaluated in reaching its goals for strengthening the resilience and improving the transparency of the banking sector. Further I do not state that with the proposed controlling framework all principal-agency problem will be solved: it is merely my intension to make it visible to get into a state where every risk should be in balance and in control with the business strategy.
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